The European Union (EU) is currently being exposed to strong integration dynamics. However, the full implications of such dynamics for the location of foreign direct investment (FDI) for both the European Union and the bordering countries are not understood. We construct a panel of more than 3500 European multinationals that have invested in Central and Eastern Europe (CEE) and the Mediterranean (MED) over the 1990-1997 period in 48 NACE 3 industries. After controlling for industry and time-specific effects, it is found that Central and Eastern Europe displays a greater potential in the attraction of FDI flows when compared to the Mediterranean region.
Introduction
The integration process of the European Union (EU) has been characterised in the last decade by a two-fold dimension: an internal one, devoted to the creation of a truly single market operating with a single currency, the euro, and a renewed attention to the external dimension of such an integration process, at least as far as its neighbouring borders are concerned.
Specific agreements (Europe agreements) have been signed by 10 Central and Eastern European countries (CEECs) in the early nineties, and were followed between 1998 and 1999 by the official opening of negotiations for the actual accession of these countries to the EU. A historic partnership has also been developed since 1995 with all the South Mediterranean (MED) countries (the so-called Barcelona process), leading to the creation of a free trade area by 2010. 1 And yet, the success of these political operations is linked to the ability of economic agents to support integration with appropriate levels of productive investments.
The emphasis put on the ability of these countries to attract foreign direct investment (FDI), especially from European multinational enterprises (MNEs), in all the European Commission programmes, is not surprising. The importance of structural reforms leading to a stable and working market economy, the implementation of an appropriate and transparent legal framework for the business environment, the restructuring of the industrial base through privatisation programmes are all issues stressed by the European political counterparts, since these factors are all likely to lead to an increased volume of foreign investments in the CEE and MED region, and hence to their rapid integration.
The object of this paper is therefore to provide an assessment of the FDI determinants in these two regions since the start of their integration processes. Section 2 of the paper tries to understand, combining macroeconomic evidence with an analysis of firm-level data on MNEs, whether the two areas have been able to attract multinational corporations since the start of their integration processes, or whether one area crowded out the other instead. Sections 3 and 4 explore the determinants of these FDI dynamics. Section 5 concludes.
Overview of FDI inflows to Central and Eastern Europe and Mediterranean countries
A fairly extensive academic literature 2 offers empirical evidence on the role and the determinants of foreign investments. FDI can play an important role in the development process. Capitals transferred from the parent firms add to local stock and contribute to increase the host country's production base and productivity through a more efficient use of existing resources. Foreign investments promote the diffusion of new technologies, know-how and managerial and marketing skills through direct linkages or spillovers to domestic firms. 3 Finally FDI may also contribute to improve external imbalances due to their greater propensity to export with respect to domestic firms.
Notwithstanding these widely acknowledged benefits, the two regions which are the object of our study, Central and Eastern European countries and Mediterranean countries, have both only recently opened their economies to foreign investments. As a consequence, the last decade has been characterised by an increase of FDI flows in both areas (Table 1) , although the regional trends are different. The MED region benefited from the world-wide Table 1 FDI inflows into the CEECs and the MED countries, 1991 -2001 (US$ million) 1991 1992 1993 1994 1995 1996 1997 1998 1999 3  13  16  361  310  158  39  169  Lebanon  2  4  6  7  35  80  150  200  250  298  249  Malta  77  40  56  152  132  277  81  267  822  652  314  Morocco  317 503  590  555  437  357 1079  333  850  201 2658  Syria  62  18  109  251  100  89  80  82  263  270  205  Tunisia  173 584  656  566  378  351  365  668  368  779  486  Turkey  810 844  636  608  885  722  805  940  783  982 3266   Total MED  2190 3219 3201  3915  4013  4240 5772 6195 9930 9449 12261 Source: UNCTAD-DTCI.
surge in FDI flows that characterised the period 1990-1998, but to a much lesser extent than the CEECs where, since the beginning of transition, FDI inflows have increased by a factor of 10. This difference is also clear when analysing FDI flows as a percentage of developing countries (see Table 2 ). Foreign investments to the CEE area have significantly gained in importance, with an average of 8.3% in the last 5 years and a peak of 10.7% in 1995, in line with the world-wide growth of FDI operations in that year as a consequence of intense merger and acquisition activity, vast privatisation programs implemented in the economies in transition and a continuously improving regulatory framework (Alessandrini, Political and economic instability and a non-transparent, on average, government attitude towards MNEs were major obstacles to FDI inflows, further hampered by a weak enabling environment for privatisation-related FDI and a lack of effective investment promotion activities (Reiffers, 1997) .
As far as the location of FDI is concerned, both regions show the formation of different groups of recipient countries. In the MED area the core group of recipient countries encompasses Egypt, Turkey and Israel, with cumulated flows in each country above US$ 10 million in the period considered (62% of total cumulated inflows to the MED), immediately followed by Morocco and Tunisia. In the CEECs, the core group is more concentrated, being represented by the former "Visegrad" countries (i.e. Poland, Hungary and the Czech Republic), with cumulated flows of more than US$ 100 billion (78% of cumulated inflows).
The increased FDI inflows of the two areas over the last decade are also dependent on the European Union strategy aimed at deepening and intensifying its economic relationships with the neighbouring countries (see Appendix A). The subscription of several agreements represented the basis for a wider integration process involving both the Central and Eastern Europe and Mediterranean areas and paving the way to structural economic reforms in the two regions. The location of FDI had a key role in this process.
Over the period 1994-1998, EU FDI to the CEECs amounted to 28.4 billion, i.e. around 70% of the total value of the investments recorded in the area and 7% of EU outflows during the period (see Table 3 ). Germany alone contributed for 40% of the total initial value of European initiatives, with total estimated outflows of 11.7 billion. France came second, with 10.4% of the cumulative value, followed by Austria and The Netherlands with 9.8%. The position of the United States is also very important, with a total contribution of 9 billion, invested mainly in Poland, Hungary and the Czech Republic. These three countries together absorb almost 90% of the American investments in the region.
The EU is the most important investor also in the MED region, even though the Mediterranean countries do not seem to be on top of the European firms' preferences as a location for production plants. In 1998, in fact, the MED region represented only 2% of total EU outflows. This share declined since 1994, when the region collected about 11% of total European FDI outflows. Within the EU, only five countries seem to be steadily involved as investors in the MED region, even though with different paces and patterns: France, Germany, Italy, The Netherlands and the UK. Aggregated data on FDI flows and stocks allow however only a limited analysis of the pace and modalities at which the process of economic integration between the European Union and the CEECs and the MED countries is taking place. A more micro-level approach is deemed necessary for deriving some insights on the FDI determinants in these areas and the role of EU firms with respect to this process. The analysis can be carried out exploiting two firm-specific databases registering almost 4400 FDI operations in the CEECs and 1800 operations in the MED region. 4 In the Central and Eastern European area (Table 4) , the EU accounts for the bulk of FDI, with almost 80% of total initiatives. In particular, German (26%), Italian (16%) and Austrian (12%) entrepreneurs have been the most active investors.
A different picture appears when looking at the number of FDI initiatives in the MED region. Table 5 shows that the number of European initiatives in the area is much lower, around 50%, with American initiatives being second with 30%. The European countries that seem to be mainly involved as investors are France (30% of EU initiatives), Italy (25% of EU initiatives) and Germany (15% of EU initiatives).
The economic literature has also highlighted how FDI decisions can be traced back to industry characteristics such as labour costs or production cost differentials, the exploitation of economies of scale and scope, the availability of a qualified labour force and the opportunities for upgrading production techniques and product quality. 5 Thus, at the micro-economic level, an analysis of sectors is crucial for a better understanding of the FDI dynamics in the CEECs and in the MED area.
As illustrated in Table 6 , the manufacturing sector in the CEECs accounted for 62% of foreign initiatives, while the wholesale and retail trade sector and the financial sector accounted for, respectively, 10 and 8% of the total number of initiatives. A minor role has been played by agriculture and mining activities. In the MED area, the main sector of activity is also manufacturing, which accounts for more than 60% of the total number of operations recorded in the area. Financial intermediation comes second, with 12.2% of initiatives, followed by tourism, with 5.3%. A significant presence, given the strategic and financial value of each initiative, is displayed in the MED area by the telecommunications sector, accounting for 11% of total investments in the area, a share twice as high with respect to the CEECs. Disentangling oil-related activities from the sector classification also reveals a particularly high figure for the MED countries, around 5% of total initiatives.
Within manufacturing, the production of food, chemicals, motor vehicles, machinery, textiles (NACE 17 and 18) and high-tech (NACE 30-32) attracted the greatest number of investments in the CEECs, with these six sectors accounting for roughly 55% of the total number recorded. In some of those sectors, especially in food and beverages, the strategy chosen for penetration by Western firms often relied on the acquisition, via the privatisation process, of leading local firms. In the MED countries, the prevalence of the chemical (NACE 24) and food (NACE 15) sectors with 21 and 18% of total MNEs investments is clear, Table 4 FDI to the CEECs by home and host countries (percentages of total number of MNEs) Source: Authors' calculations based on the PECODB dataset. Table 5 FDI to the MED countries by home and host countries (percentages of total number of MNEs) Source: Authors' calculations based on the DBMEDA dataset. followed by the high-tech (NACE 30-32), textiles (NACE 17 and 18) and motor vehicles (NACE 34) industries, all around 10% of initiatives.
The econometric analysis

The model
The proposed econometric model rests on a set of panel data recording the number of investments in each industry i over host country j at time t (cross-sectional, time-series model). The theoretical total number of observations is 6912, covering 48 industries i, over 8 years t (1990) (1991) (1992) (1993) (1994) (1995) (1996) (1997) , in 10 Mediterranean and 8 Central and Eastern European host countries j. 6 As a result, the panel data set is balanced.
The dependent variable INV ijt measures the number of investments undertaken by a MNE in industry i at time t for each host country j. However, given the relevant number cells where there is no or just one FDI project, the underlying Poisson theoretical distribution of observations is strongly biased. 7 Since a probit model is a better fit, a binary formulation of the dependent variable is used, in which INV ijt takes the following values:
1 if an FDI operation is registered in industry i of country j in year t; 0 otherwise.
As a result, a random-effects probit model on the specified panel will be estimated. The estimation technique is based on a generalised maximum-likelihood estimating equation (GEE) approach applied to a generalised linear model (GLM). 8 The independent variables of the model derive from the traditional literature on FDI location determinants in developing countries (e.g. Caves, 1996) , with appropriate modifications in order to take into account the peculiar experience of transition economies. In particular, we include in the estimation three general FDI determinants: demand-related variables, with the aim of controlling for market-seeking strategies of MNEs; comparative advantages, in order to take into account efficiency-seeking strategies; 9 and institutional variables, since we are dealing with countries which, to a different extent, are experiencing a transition process towards a market economy.
The volume of the local demand for a country j can be proxied by the size of the population (pop jt ) or by different GDP-related measures. Following some of the intuitions developed in the most recent theories of international location (e.g. Head and Mayer, 2001 ), we include a measure of countries' market access (mktacc jt ) as a proxy for local demand, discounting GDP of a country j by its average distance from the "core" European regions (Frankfurt). The intuition behind this variable is that the further a country is localised from a centre of economic activity, the lower will be the pecuniary externalities market-seeking MNEs can possibly exploit in the host country, and hence the larger its local demand to become an attractive location for FDI has to be.
Lacking comparable data on labour costs for the two areas, we control for efficiencyseeking strategies of multinationals through the level of education of the population in each country (educ jt ), measured as the tertiary gross enrolment ratio (see Appendix A). The sign of the variable is a priori undetermined, since an average higher education of the work force in a country might imply a higher wage structure, as well as higher labour productivity, a measure unfortunately not available for the considered set of countries.
Specifically for countries in transition, a whole literature has developed on the relationships between the quality of business environment/legal framework and the attractiveness of a country for MNEs. 10 We control in the estimation for these effects in two alternative ways: first, we employ a subjective index of the perceptions of the business environment, ORI jt , computed by a consultancy agency (BERI S.A.) through a panel of experts. Second, we assess the completeness of the local legal framework through an appropriate index, LAW jt , developed by the World Bank.
Given the likely different nature of FDI in such a set of potential locations and time span, in order to minimise the potential bias deriving from unobservable, heterogeneous fixed-effects, a full set of time-and industry-specific dummy variables has been introduced in every estimation. In this way, the error component should only contain country-specific fixed-effects appearing in the constant term.
Finally, a structural dummy MED is included to control in the pooled estimating equations for structural heterogeneity deriving from the two different areas considered.
The results
Given the aim of the paper, it is important to disentangle, in the estimations, area and industry-specific effects. To this purpose, three sets of results are presented: estimations for the pooled sample of 48 industries; estimations related to the manufacturing and services industry separately; estimations distinguishing between economies of scale versus traditional industries, according to the Pavitt classification of manufacturing industries (Pavitt, 1984) reported in the Appendix A. To assess the different area-specific effects, in all tables column 1 refers to the pooled CEE and MED sample, column 2 performs the analysis only on CEE countries, while column 3 repeats the exercise for the MED area.
As a robustness check, Tables 7-9 report the results of the econometric analysis relative to the use of the ORI subjective index of business environment, while Tables 10-12 report the same results using the institutional World Bank index (LEG); in addition, all models under column A refer to the analysis employing the market access proxy for local demand, while columns B perform the same exercise using the traditional proxy of local population.
A general comparison of these different specifications does not reveal striking differences in terms of the overall sign and significance of the reported coefficients, thus allowing us to consider the results as relatively robust. Also, the set of industry and time-specific dummy variables, introduced in all equations to control for unobserved heterogeneity, is always found significant at the 1% level, as indicated by the reported Wald tests on the joint coefficients.
For every sub-sector specification, the local demand affects significantly (at the 1% level) and positively the probability of undertaking an investment in a given region/industry. The coefficients reported using the market access proxy are slightly lower than the ones obtained using the population variable, reflecting the impact of distance on the market opportunities available in the different locations. However, the pattern of the demand coefficients for both proxies yields an univocal result over the different sector/country specifications: the MED area reports, in all model specifications, a coefficient around 50% lower than the CEE one (with the difference even being slightly bigger when using the population rather than the market access indicator). Market-seeking strategies seem to prevail in the CEE rather than in the MED area.
The education of the labour force is significant with a negative sign in all estimations relative to the pooled sample of countries and industries (columns 1A and 1B of Tables 7 and  10 ). It does not seem to be, instead, a significant FDI determinant when only the services sector are considered, at least in the pooled country estimation (column 1A and 1B of Tables 8 and 11 , Services), since in the latter only local demand conditions are likely to be relevant, as is the case for the European Union (Hallet, 2000) . With respect to this variable, however, we find a difference when decomposing the analysis between the two areas: in the CEECs education enters with a significant and negative sign in every sector specification; in the MED countries, the education of the work force is significant with a negative sign only in the case of traditional industries (columns 3A and 3B of Tables 9 and 12, Traditional industries), while it is a positive and significant determinant for FDI in the services sector (columns 3A and 3B of Tables 8-11 , Services), where probably considerations linked to the quality of the human capital tend to emerge. However, in general also the variable dealing with efficiency-seeking strategies related to the exploitation of comparative advantages displays a higher coefficient in the CEE countries with respect to the MED region, even controlling for industry-specific effects.
In terms of business environment and legal framework, the coefficients are in general significant with a positive sign, as expected, in all estimations. There are however some technical considerations to take into account. In particular, the ORI coefficient seems to be affected, especially in the CEE sub-samples, by the alternative specifications of the two indexes proxying local demand, a sign of potential multicollinearity, likely due to the fact that proxying local demand with the population leaves a greater portion of variance unexplained, an unobserved heterogeneity captured by the (subjective) ORI indicator rather than by the legal framework variable. 11 We can therefore conclude that the LAW indicator is possibly more robust to alternative model specifications, and limit ourselves to its discussion.
The indicator of legal framework is significant in the CEECS with a positive sign in the manufacturing industries and not in services, and among manufacturing in economies of scale industries and not in traditional ones (Tables 11 and 12 , column 2A). This is consistent with theoretical priors, reflecting the fact that investment with higher sunk costs (higher proportion of physical capital committed, or larger dimensions) tend to react more to the quality of the local legal environment (Altomonte, 2000; Lankes and Venables, 1996) .
On the contrary, no similar clear-cut conclusions can be drawn in the case of MED countries. In this case, although the index is always significant in the pooled sector estimations (Table 10 , columns 3A and 3B), such a significance is not robust across the alternative industry-specific models. This might be due to the peculiar legal framework in the CEECs countries which, contrary to the MED, did experience a convergence toward a common set of rules (the so-called acquis communautaire) needed for their accession to the EU. On the contrary, the MED countries tended to maintain their differentiated, and often incomplete, legal frameworks.
Finally, consistently with the evidence previously reported, the striking differences between the CEE and the MED countries in terms of FDI determinants are picked by the strong significance of the MED dummy in every model specification (columns 1A and 1B).
Economic integration and FDI location
When trying to understand what explains the differences in the capacity of FDI attraction between the two areas, we have seen that, even after controlling for industry and time-specific effects, the CEE area structurally displays a greater potential in the attraction of FDI flows with respect to the MED one, in terms of both market and efficiency-seeking MNEs strategies. Nor does the MED region seem to be specifically constrained in its capacity of attracting FDI from factors related to its legal framework, at least judging from the level of significance of this variable.
As a result, the unobserved underlying characteristic responsible for the different performance of the two areas might be related to the presence of stronger pecuniary externalities for MNEs in the CEE countries with respect to the ones currently existing in the MED region: in other words, from what is known as a lower "market potential" of the latter region (in the spirit of Harris, 1954) . In fact, while it is likely that MNEs evaluate the local demand measured at the country-level in their investment decisions, they are also likely to consider the demand of neighbouring locations, because as long as there are some relatively free trade opportunities, part of the total demand addressed to MNEs will come from consumers located just outside the boundaries of the host country chosen as their foreign production base (Head and Mayer, 2001) . Therefore, the higher segmentation of regional markets in the MED, also in terms of non-tariff barriers (Reiffers, 1997) , could be responsible for this lower attraction capacity of the area when competing on equal grounds with the CEECs.
In order to test this assumption, we have calculated an indicator of market access as the sum of the bilateral trade of each country j with the other s partner countries belonging to the same region, discounted by their geographical distance. Formally, denoting m js as the imports of country j from country s and d j s as the distance between the two countries, the degree of integration of country j in the area at time t is measured as τ jt = s m js /d js .
Figs. 1 and 2 compare this measure of integration, calculated for all the CEECs and MED countries, with the growth of FDI inflows, as measured from our databases. As it can be seen, while at the beginning of the last decade the MED region was experiencing a level of integration even higher than the CEECs, over the years the two figures started to diverge, with the CEECs index increasing by an overall factor of 5 against a mere factor of 0.7 in the MED countries; the two indexes approached a parallel evolution again only in the late 1990s (Fig. 2) . Over the same decade, and in parallel with the dynamics of the trade integration indicator, the gap between the CEECs and the MED countries in terms of FDI opened up (Fig. 1) . Fig. 1 . The growth rates differential of FDI inflows between CEE and MED countries (difference in yearly growth rates of the total number of FDI). Source: Authors' calculations from the PECODB and DBMEDA datasets. An econometric test can assess the robustness of this finding. To this purpose, lacking industry-specific information on bilateral trade flows, we have constructed a panel dataset using as a dependent variable the (log) FDI inflows of the jth country for each year t, as derived from the data at the basis of Table 1 . The total number of countries (18, see Appendix A) and years (from 1991 to 2000) considered in our analysis yield a panel of 180 observations.
Holding a country-specific fixed-effect specification to control for differences in comparative advantages, we can turn our attention to the independent variables recording the market potential of each country in the considered region, measuring it in three different ways as a robustness check. The first measure, denoted as M jt , represents the total expenditures of a given country and is simply proxied through the (log) GDP of each country in each year. The second measure of market potential, specifically based on our intuition, interacts each country GDP with the degree of trade integration τ jt previously considered and taken in logs. Finally, the third measure of market potential, which we denote as M (Harris) jt , is the traditional definition of market potential reported by Harris (1954) , calculated as the sum of each country j's (log) GDP plus the GDP of the s countries in the region discounted by their respective distances with country j.
Given the evidence of possible clusters of FDI in given countries, we specifically control for agglomeration effects through the number of competing firms. This last variable, which we denote comp jt , is obtained through the country-specific yearly cumulated number of MNEs as derived from the two datasets PECODB and DBMEDA and taken in logs.
Clearly, to avoid simultaneity, all data related to the independent variables have been lagged one period. Due to data availability, this reduces our time horizon as measured on the dependent variable from 1992 to 1999 included. In addition to country-specific fixed-effects, time-specific effects have been included in the estimations, to control for sources of unobserved heterogeneity other than the trade integration dynamics. Finally, since bilateral trade data of Syria are very poor, this country has been dropped from the econometric estimation. Table 13 reports the results of the econometric analysis. The first column represents our benchmark model, with the market potential estimated only through M st , the GDP of each country. Our theoretical hypothesis is tested in the second column, where the market potential is measured through the interaction of M jt with our trade integration measure τ jt . In the third column, the market potential measured according to the traditional Harris' definition is reported.
Consistently with our predecessors and the reported evidence, model 2, the one where our theoretical hypothesis is tested, seems the one to better fit our data, with the trade integration variable having the highest positive impact on the determination of FDI flows. In this model, both country-specific fixed-effects and time effects report significant coefficients. It can be noted how GDP alone (first column) is a good predictor of FDI flows, in line with standard results in the literature, achieving a goodness of fit almost as high as the model corrected for trade integration; however, when the latter correction is taken into account, the coefficient of GDP on FDI flows, always significant, is magnified (1.61 in model 2 versus 1.18 in model 1). The negative and significant coefficient reported by the interaction term in model 2 reveals a structural bias of all the measures of transport costs based on trade-related variables, which tend to overweight small open economies (such as Slovenia, for example). Column 3 displays the result obtained with the traditional measure of market potential as derived by Harris (1954) : although the coefficient is fairly high, positive and significant, the overall goodness of fit obtained through the use of this measure is rather poor (0.33 against an average of 0.5 in the first two models).
Finally, it can be noted how the variable measuring agglomeration effects among MNEs is significant with a positive sign, in line with the empirical evidence and the results available in the literature (see in particular Altomonte and Resmini, 2002) .
Conclusions and further lines of research
When trying to understand the explanation of the differences in the location of FDI recorded in the two regions considered in the paper, we have seen that both the empirical evidence and an industry-specific econometric model of FDI determinants consistently point to the fact that the CEECs display a greater capacity in the attraction of FDI flows with respect to the MED countries. Our further econometric analysis reveals that this is likely due to the higher degree of integration achieved among the CEECs: this structural characteristic of the Central and Eastern European region enhances the access to markets MNEs can serve from a location in the CEECs, and hence, contrary to the MED experience, over time generates increasing FDI inflows in the area.
The good news, from an economic policy point of view, is that the start of the Barcelona process in 1995, which has raised the prospects of regional integration also for the MED countries through the projected Euro-MED free trade area, seem to have re-balanced the drain of FDI from this region, yielding virtually no widening differences in the last 2 years between the MED countries and the CEECs in terms of FDI growth (see Fig. 1 ). However, because of this "lost decade", structural and permanent gaps in terms of share of EU foreign direct investment in the two regions are likely to persist for some time if policy makers do not speed up, especially within the area, the removal of trade and non-trade (in particular regulatory) barriers still hindering cross-countries flows of trade and FDI.
Clearly, these findings need to be refined. First, it is necessary to correct for the bias in favour of small open economies generated by the employed measure of trade integration. Some appropriate manipulations of the market potential index, eventually through the use of gravity-type trade equations, could possibly represent a solution to this problem. Second, a better measure of the agglomeration effects has to be found. Partitioning the dependent variable along sector characteristics through the use of the two firm specific datasets whose potentialities have been only marginally exploited in the latest estimation, could represent a solution, allowing for a higher number of observations, and hence for the use of more sophisticated, sector or firm-specific, measures of competition. Finally, it is necessary to perform a more detailed analysis of the interactions existing between international flows of capital and international trade, when integration dynamics are considered. We leave this to our and other scholars' further lines of research.
